Focus on Mergers

by Robert D. Betka, Jr., and Myra Mengwasser

After the Merger: A Strategic Framework

for Integration

Signing the papers is only one in a series of events in a hospital

merger. The actual operational and organizational integration of

the merged parties can be as crucial to the ultimate success of the

merger as is the structure of the transaction itself.

At a Glance

Three primary factors affect real post-

merger integration:

> Administrative and organizational
rationalization

> Service line integration

> Clinical optimization
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Source: Noblis Center for Health Innovation. Used with permission.
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Hospital mergers, acquisitions, and clo-
sures have resulted in nearly goo fewer
hospitals in the United States today than in
1990 (American Hospital Association Sta-
tistics, 2007). And it appears that mergers
and acquisitions (M&A) are on the upswing
again. In 2006 alone, there were 57 M&A
transactions involving 24,9 hospitals, up
from 53 transactions involving 88 hospitals
in 2005 (The Health Care Acquisition Report,
13th Edition, Irving Levin Associates Inc.,
2007). Hospitals and health systems are
affiliating for a variety of reasons, from

increasing access to capital to reversing

operating losses, to succumbing to public
pressure to reduce costs, competition, and

duplication of services.

How can management ensure that the
necessary motivation exists for the merged
organizations to achieve the economies,
efficiencies, and improved service that
they promise?

A Model for Post-Merger Integration

To understand any complex system or
guide any strategy, a clearly understood
framework is desirable. It is no different
with planning for post-merger integra-
tion. We have found that a simple model
reflecting the three key drivers of competi-
tiveness—growth, efficiency, and capital
adequacy—is a useful tool for developing
an integration strategy (see the exhibit
below.)

Growth. The first element of the integration
framework, which should be addressed
immediately, is growth to meet community

needs. Growth is a function of the scope
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and mix of services provided and their
associated volumes—the revenue-generat-
ing activities of the parties to the merger.
Typical performance drivers of institutional
growth include elements such as geographic
service penetration, linkages with other
community resources, and organizational
reputation. These, in turn, are influenced
by the capabilities of the organization,
expressed in terms of its scope and mix

of services; product and service synergies
between the merging parties; business
development activities; physician reputa-
tion, skill and specialty mix, and customer

service and quality initiatives.

The growth element forms the strategic

component of the integration plan and

answers such questions as:

> What are current levels of demand and
how are they likely to change?

> What capacity do we need to meet this
future demand?

> Where can we consolidate clinical services
to achieve immediate efficiencies?

> What should be our longer term plan
for clinical care capacity?

> Are there new programs or services that
could be a growth engine for us?

Efficiency. The second element of the
framework is improving the efficiency

and effectiveness of the organization.
Efficiency is a function of the number of
resources being applied to the organization
(such aslabor, supplies, drugs, and equip-
ment) and the unit cost of those resources.

There are alarge number of drivers of
performance related to efficiency and the
interrelationships among them can be
complex. Consider the question of labor
productivity. Not only does one need to
address the number and skill mix of staff,
but also the work processes (which are likely
to vary considerably between the parties),
differences in labor practices (including
the impact of collective bargaining agree-
ments), and service level expectations.
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A rapid move to streamline
executive positions, eliminate
redundant managers, and
redesign the new organiza-
tional structure will yield
demonstrable cost savings;

it will also signal that a new
and different entity is emerg-
ing, one that is more than

the mere sum of its parts.

Capacity management practices also have
a substantial bearing on organizational
efficiency. Modeling the impact of service
reconfiguration scenarios can result in
improved utilization of beds and key
clinical services, such as the emergency

department and surgery.

Of particular importance and impact are
the care management and clinical resource
utilization practices of each organization.
This can be a knotty problem to the extent
that the medical statfs do not overlap and
have been competitive, or when there are
particular differences in care delivery
models, such as a hospitalist program at
one organization and a community physi-
cian attending model at the other. On the
other hand, care management practices
are primary drivers of efficiency and cost
and should be a key component of the
integration strategy.

Purchased services, including drugs and
supplies, may represent opportunities for
consolidation efficiencies, though with the
limited number of group purchasing orga-
nizations and highly competitive item pricing
between them, these opportunities may be
limited. Other purchased services, such as
service and management contracts, can be
candidates for consolidation or elimination,
yielding substantial year-over-year savings.
Finally, one only needs to look at the orga-
nizational structures of many hospitals to

see that mergers offer a wealth of opportu-

nity for reducing redundant positions,
restructuring reporting relationships and
spans of control, and realigning the orga-

nization for improved effectiveness.

The efficiency element is the first of two

tactical components of the integration

plan and addresses such questions as:

> What organizational structure changes
should be made?

> What staffing plans should be imple-
mented?

> Where can we consolidate administrative
and business functions to achieve
immediate efficiencies?

> What longer term opportunities do we
have to achieve further efficiencies?

> What operational or management
contracts may provide opportunities

for cost reduction?

Capital. The third element of the integration
framework addresses capital adequacy to
fund future programs and services. The
focus of managing capital is improving
return on assets, both human resources
and capital, and flows directly from the
organization’s strategic priorities. Accord-
ingly, human capital tactical plans regard-
ing compensation, benefits, and incentive
systems need to be evaluated and realigned
for consistency and strategic fit across the
merged organization. New ways of delivering
care may necessitate innovations in tradi-
tional human resource policies, particularly
if staff will rotate between organizational
entities. Of course, there must be an explicit
linkage between the new organization’s
strategic goals and objectives and executive
and manager performance management

and incentive compensation systems.

Afurther complex challenge in capital
management concerns the organization’s
information infrastructure and how and to
what extent financial, clinical, and manage-
ment information systems will be integrated.
In most cases, such integration will be
important to the organization’s ability to
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achieve its goals and objectives and may be a
linchpin to realizing clinical and operational
consolidation opportunities. Finally, the
integration plan must address how best to
utilize plant, equipment, and real property.

Capital adequacy addresses such

questions as:

> How consistent should our human
resource practices be between entities?

> How should compensation reward
performance?

> What are the key information needs
critical to our success?

> To what extent do we have the informa-
tion systems and technologies we need
to guide us into the future?

> Is our physical plant infrastructure
sufficient for future growth?

> Canwe accommodate future volume

without excessive capital spending?

Developing the Integration Road Map

The model described above provides a
basic framework for integration, answer-
ing the question of what should be
addressed in planning. However, a second
step is necessary to identify and define how
the integration should be accomplished.
The analysis and assessment that occurs

Service line integration
actually may require months
or years to accomplish,
depending on a wide variety
of factors, such as the nature
and scope of services
provided, cultural and
political realities, and
physical infrastructure.

in this step is critical for ensuring that the
promises made during courtship are ful-

filled during the marriage.

For those mergers undergoing anti-trust
review, a key concern of the government is
to what extent the planned efficiencies
could be accomplished without a merger,
and the motivation of management to actu-
ally enact the planned changes. There is
hard evidence to support the contention
that most merger efficiencies that are pro-
posed are never actually realized (Joint
FTC/DOJ Hearings on Health Care and
Competition Law and Policy, April 2003).

Experience suggests that there are three

primary categories of activity for effecting

Hypothetical Merger Timeline (Simplified)

Pre-merger

Management
team named

Source: Noblis Center for Health Innovation. Used with permission.
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real post-merger integration: administra-
tive and organizational rationalization,
service line integration, and clinical opti-

mization. See the exhibit below.

Administrative and organizational rational -
ization. The most obvious and easiest goal
to achieve is rationalizing the merged
organization’s administrative and
organizational structure. A rapid move to
streamline executive positions, eliminate
redundant managers, and redesign the
new organizational structure will yield
demonstrable cost savings; it will also
signal to the rest of the organization and
the community that a new and different
entity is emerging, one that is more than

the mere sum of its parts.

Associated with the organizational realign-
ment is consolidation and integration

of administrative and support functions.
Though physical consolidation is not
always feasible or desirable, most merged
organizations find that centralizing the
business office (i.e., finance, patient
accounts) and logistics management
enables them to perform more efficiently
and eliminate duplication; it also allows
them to identify further opportunities for

Clinical

optimization

Service line
integration
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improvements in such areas as renegotiat-
ing supply contracts, centralizing drug
formulary management, and rationalizing
contract services (e.g., food service, main-
tenance, environmental services). Finally,
administrative consolidation simplifies the
pursuit of revenue and cash management

improvement initiatives.

Service line integration. Integration of service
lines is the next logical step in developing
the integration road map, and necessarily
follows organizational realignment. Although
indicated as a point in time in the exhibit
on page 20, service line integration actually
may require months or years to accomplish,
depending on a wide variety of factors, such
as the nature and scope of services provided,
cultural and political realities, and physical
infrastructure. Nevertheless, for organiza-
tions to truly achieve merger economies,
this is a critical activity requiring substan-
tial forethought and planning.

Service line integration addresses such

questions as:

> Canwe consolidate certain services
atlocation X?

> What effects would this have on referrals?

> Should we have a complete duplication
of services at each entity, or should one
entity specialize?

> Istheidea of organizing core-and-
satellite services (e.g., for pharmacy or
laboratory) feasible?

Clinical optimization. Implementing best
clinical and operational practices enabled
by information technologies, represents
the third and most ambitious category of

To a large extent, the
integration road map will
shape the new organization's
culture, as well as partially
reflect the cultures of the
legacy organizations.
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activities on the integration road map. It
requires having a uniform IT platform and
advanced clinical applications across the
entire enterprise, as well as standardizing
clinical and business processes. The benefits
of clinical optimization are typically mea-
sured in terms of improvements in quality,
patient safety, and physician and staff sat-
isfaction. Although these are longer term
benefits of post-merger integration, they
should be explicitly identified and defined
in pre-merger objective setting.

The Role of Culture

Left out of the discussion thus far has
been the role of culture in integrating
previously separate organizations. All
successful mergers create a new organiza-
tional culture; in fact, the strategy set by
the governing board will dictate many of
the elements of the emerging culture. To
alarge extent, the integration road map
will shape that culture, as well as partially
reflect the cultures of the legacy organiza-
tions. The ultimate success of the merger
will depend not only on how well planned
the integration strategy is, but on how
engaged and committed leadership is to
building a supportive culture to achieve

the new organization’s strategic objectives.

Amerger integration strategy is a thoughtful
and comprehensive approach to identifying
and deploying the right tactics to achieve
organizational and administrative integra-
tion, service line integration, and clinical
optimization. An effective integration plan
must balance growth, efficiency, and capital
requirements through a systematic and
critical analysis of organizationwide perfor-
mance drivers. The result can be used as a
road map to guide management toward a

successful organizational integration. &
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HEMA’s
2009
Executive
Summit

Now more than ever, CFOs and all
executives must lead their organiza-
tions through turbulence, anticipate
and plan for risk, build partnerships,
apply strategic cost management and
secure capital to ensure they continue
to meet mission objectives.

> Applylessonslearned from
AHERF to manage enterprise risk
and protect your organization.

> Follow the Southwest Airlines
model to drive profitability, inspire
employees, and transform your
business.

> Use compensation models,
performance incentives, and joint
venture strategies to align physician
and organizational incentives.

> Implement IT tools such as Clinical
Decision Support (CDS) to increase
etficiency and deliver quality-

driven care to patients.

> Integrate quality measurement and
reduce compliance risk in changing
reimbursement systems.

> Attend preconference sessions
on leading edge financial issues:
Form 990, community benefit,
benchmarking for productivity, and
accounting standards update.

WHEN
March 8-10, 2009

WHERE
Pointe Hilton Tapatio Cliffs Resort,
Phoenix, Ariz.

MORE INFORMATION
Visit www.hfma.org/events
or call 8oo-252-4362, ext. 2
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